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SUBJECT: Schol arshare Trust Deduction/ Franchi se Tax Board Report to Legislature
Annually Regarding Utilization of Deduction

SUMVARY

Under the Personal Incone Tax Law (PITL) and Bank and Corporation Tax Law
(B&CTL), this bill would allow taxpayers a deduction equal to 50% (not to exceed
$1, 200 per year) of the anpbunt of any contribution by a qualified taxpayer to a
Schol arshare trust nmade on behalf of any qualified beneficiary.

EFFECTI VE DATE

This bill would be effective i nmredi ately upon enactnent and apply to taxable and
i ncone years beginning on or after January 1, 2000, and before January 1, 2005.

LEG SLATI VE H STORY

Federal P.L. 104-188 (1996), anmended by P.L. 105-34 (1997), established an
exenption fromfederal taxation and tax-deferred treatnent for contributions to
and earnings fromqualified state tuition prograns.

AB 530 (Stats. 1997, Ch. 851) established the California Colden State

Schol arshare program which, in conformty with the federal qualified state
tuition criteria, provided an exenption fromstate taxation and tax deferred
treatnent for contributions to and earnings fromthe Schol arshare program

AB 2797 (Stats. 1998, Ch 322) allows, by direct conformty to the federal
provi sions, an exenption fromstate taxation and tax deferred treatnent for
contributions to and earnings fromany state’s qualified state tuition program

SB 1262 (Stats. 199, Ch. 664) made a nunber of technical changes to the
California Golden State Schol arshare program under the Educati on Code, including
maki ng the Schol arshare I nvestnment Board, which is chaired by the state
Treasurer, responsible for adm nistering the programinstead of the Student Aid
Conmi ssi on.

PROGRAM HI STORY/ BACKGROUND

Several states, including California, have adopted tuition prepaynent prograns
that allow purchasers to pay in advance for educational costs of a designated
beneficiary at a participating institution, usually an in-state public college.
The programs pool all paynments into one large fund and invest it with the goal of
achieving a rate of return higher than the anticipated rate of tuition increases
at participating coll eges.
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When the beneficiary enrolls at a participating college, the programpays to the
school the amount it charges at that time for tuition and fees and any ot her
prepai d expenses, such as housing costs. In some states, purchasers sign
contracts to pay for a certain type and anpunt of benefits, such as two years at
a community college, two years at a community college plus two years at a state
university, or four years at a state university. Oher states allow purchasers
to buy smaller units of benefits, such as college credit hours. The prograns
charge roughly current prices for tuition and fees and ot her prepaid benefits.

In some cases, a premiummay be charged; in others, a discount may be offered.
Purchasers typically can choose between either one | unp-sum paynent or a |ong-
term paynment plan. Various refund provisions apply if the beneficiary cannot use
the benefits due to death or disability, chooses not to go to college, or decides
to attend a nonparticipating college. Under certain circunstances, a specified
rate of interest may be paid on the refunded anount.

SPECI FI C FI NDI NGS

Exi sting federal and state | aws provide that gross incone includes all income
from what ever source derived, including conpensation, gross business incone,
gains from property, dividends, rents, interest, and royalties. |In the case of
interest, all interest received or credited to a taxpayer’s account (accrued) is
included in gross inconme unless it is specifically exenpt.

Exi sting state and federal |laws allow certain expenses to be deducted when
determning tax liability. For individuals, sonme expenses may be deducted when
cal cul ati ng adjusted gross incone (AG@), such as penalties forfeited to a bank or
other type of financial institution because of early w thdrawal of funds froma
time savings account, certificate of deposit, or simlar classes of deposit.

O her expenses, such as charitable contributions, interest, and taxes, are
deduct ed when cal cul ati ng taxable income. Expenses for the production of income
and certain enpl oyee busi ness expenses are consi dered m scel |l aneous itemn zed
deducti ons and nust exceed 2% of AG to be deducted. For businesses, expenses
that are considered ordinary and necessary for the operation of that business are
general |y deducti bl e unl ess ot herw se specifi ed.

Exi sting federal law (I RC 529) provides that a state tuition programis qualified
and exenpt fromfederal taxation if it neets the following criteria:

A Establ i shed and mai ntai ned by a state agency or instrunmentality;
B. Purchases or contributions nmay be nmade only in cash;
C. More than a de minims penalty is inposed on any refund of earnings fromthe
account that are not:
1. used for qualified higher education expenses of the designated
benefici ary;
2. made on account of the death or disability of the designated
beneficiary; or
3. made on account of a scholarship received by the designated

beneficiary to the extent the refund does not exceed the anmount of the
schol arship used for qualified higher education expenses;

D. Provi des separate accounting for each designated beneficiary;

E. Provi des that contributors and beneficiaries may not, directly or
indirectly, direct the investnent of any contribution to the program or
ear ni ngs thereon;

F. Does not allow interest in the programto be used as security for a | oan
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Prohibits contributions in excess of that necessary to provide for the
qual i fi ed higher education expenses of the beneficiary,

whi ch are defined as

tuition, fees, books, supplies, and equi pnent and reasonable costs for room
and board; and
H. Provi des for programreporting to the Internal Revenue Service (IRS) of

di stributi ons and educati onal

This federal |aw provides that the gross

benefits received.

i ncome of the contri butor does not

i nclude earnings (at the tine they are earned) under the program and that the

gross incone of the beneficiary does not

the tinme they are earned) under the program

programin excess of anounts contri buted
woul d be included in the gross incone of
the distributions are made.

beneficiary is considered a distribution.
Schol arshare program (di scussed bel ow) neets the criteria |listed above;
participants in the state Schol arshare programreceive these federa

benefits.

Exi sting federal
i ncenti ves.

i nclude contributions to or earnings (at
However, distributions fromthe
(such as interest or dividend earnings)
the designated beneficiary at the tine

The furnishing of education to a designated

The California Golden State
therefore
t ax

| aw provides two other types of education-related tax
The Hope credit program allows qualified taxpayers a nonrefundabl e

credit of 100%for the first $1,000 of qualified tuition and rel ated expenses and

a 50%credit for the next $1,000 of qualifying expenses,

$1, 500 each year per student. Begi nning
inflation. The tax credit is phased out
adj usted gross incone of between $40, 000
adj usted gross incone of between $80, 000
claimed for an eligible student for only
Learning credit program all ows taxpayers
$5, 000 per taxpayer in qualified tuition

under graduate courses at an eligible education institution.
provisions for this credit are the sane as those for the Hope credit.

for a total credit of
in 2001, the credit is indexed for

for single taxpayers with a nodified
and $50,000 and for joint filers with
and $100, 000. The Hope credit may be
two taxable years. The Lifetine

a nonrefundable 20%credit for up to
and rel ated expenses for graduate and
The phase- out
There is

no limt to the nunber of years that a Lifetinme Learning credit may be clai ned.
Exi sting federal |aw al so provides that taxpayers may contribute up to $500 per
beneficiary (until the beneficiary reaches the age of 18) to an education

i ndi vidual retirement account (IRA), a tax-favored trust, or custodial account
created to pay the costs of a beneficiary’ s higher education. Contributions are
not deductible, but withdrawals to pay the cost of a beneficiary s postsecondary
school tuition and room and board are exenpt fromtax. The anount that a
taxpayer is permtted to contribute to an education IRA is phased out for single
taxpayers with a nodified adjusted gross incone of between $95, 000 and $110, 000
and for joint filers with adjusted gross incone of between $150, 000 and $160, 000.

For regular I RAs, existing federal |aw provides that the 10%early w thdrawal
penalty does not apply to distributions used to pay the qualified higher
educati on expenses (including those related to graduate-Il evel courses).
program does not provide a phase-out limtation

Thi s

In each year, taxpayers may elect with respect to an eligible student to take
either the Hope credit, the Lifetinme Learning credit, or tax-exenpt distributions
froman education IRA. This election limtation does not apply to qualified

distributions froma prepaid tuition program
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The existing state Educati on Code established the Golden State Schol arshare
Trust. The Schol arshare I nvestnment Board may enter into participation agreenents
with participants for the advance paynment of qualified higher education expenses
for a beneficiary to attend an institution of higher education. The
participation agreenment provides the terns and conditions for paynents nade to
the trust and the mninumrate of interest borne by the investnent in the trust.
The program establi shes an overall maxi numinvestnent |evel for a designated
beneficiary of the anmount equivalent to the maxi num estimated qualified higher
educati on expenses, as defined, that can be incurred by a beneficiary to obtain a
baccal aureate degree at an institution of higher education in California for four
years. A nore than de mnims penalty is inposed if a participation agreenent is
cancel ed for reasons other than death or disability of the beneficiary or in the
event the beneficiary receives a scholarship. Pursuant to the participation
agreenent, the conmm ssion invests the pool ed trust noneys and any earni ngs
therefrominuring to the state are used to nake paynents to institutions of

hi gher education on behal f of beneficiaries and to pay for adm nistration costs.
The Schol arshare I nvestnment Board is required to adopt regulations to inplenent

t he Schol arshare programthat are consistent with the requirenents for exclusion
or deferral from federal taxation.

The trust is required to provide an annual listing to the departnent of all
Schol arshare di stributions.

Exi sting state Revenue and Taxati on Code provides an exclusion from gross incone
for contributions and tax-deferred treatnment for earnings on contributions to the
California Golden State Schol arshare program which approxi mates the federal |aw,
by: (1) exenpting fromtaxation to the participant or beneficiary earnings from
the trust at the tinme they are earned; (2) providing that distributions fromthe
programin excess of anounts contributed (such as interest earnings) would be
included in the gross inconme of the designated beneficiary at the tinme the
distributions are nmade; and (3) providing that the furnishing of education to a
desi gnated beneficiary is considered a distribution. Taxpayers who w thdraw
their funds early froma Schol arshare account (cancel their participation
agreenent) and incur a penalty would not be allowed the deduction for early

wi t hdrawal of savings.

Exi sting state Revenue and Taxation Code, through direct conformty to the
federal qualified state tuition program provides the sanme tax exclusion and tax
deferred treatnent to California taxpayers who participate in any state’s
qualified state tuition program

Nei t her federal nor state law currently allows a deduction for contributions to
the state Schol arshare programor other qualified state tuition prograns.

This bill would allow taxpayers a deduction equal to 50% (not to exceed $1, 200
per taxable year) of the anmount of any contribution by a qualified taxpayer to a
Schol arshare trust nmade on behalf of any qualified beneficiary.

“Qualified beneficiary” would include only those individuals for whoma
Schol arshare account has been established and who are eligible to be clainmed as a
dependent on the taxpayer’s return

A “qualified taxpayer” woul d nmean individual s whose federal adjusted gross income
i s between $40, 000 and $50, 000 ($80,000 and $100,000 for joint filers).
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The deduction would not be allowed for any expenses for which a credit also is
allowed. If withdrawal s do not constitute qualified higher education expenses,
as defined, this bill would inpose a 10% penal ty.

Since this bill does not specify otherw se, this deduction would be considered a
m scel | aneous item zed deduction and allowed only to the extent that it exceeds
2% of the taxpayer’'s AG.

This bill would require the Schol arshare Investnent Board to report to the
departmment the anount of annual contributions and the point in tinme at which the
contributions have reached the maxinum|level. The bill would require the

department to report, to the extent data is available, on the utilization of the
deduction all owed under the bill

Pol i cy Consi derati ons

This bill, as witten would all ow the deduction only to taxpayers whose
federal adjusted gross inconme is between $40, 000 and $50, 000 (single) and
$80, 000 and $100,000 (joint). After discussions with the author’s staff,

t he department understands that this provision was intended to create a
phase out for the deduction. The bill is intended to allow the deduction to
t hose taxpayers whose income is |ess than $50, 000/ $100, 000 (single/joint and
head of househol d) and to be phased out for incones between $40, 000 and

$50, 000 (single) and $80, 000 and $100, 000 (joint).

The Schol arshare program al |l ows any taxpayer, such as parents, grandparents,
friends, or corporate donors, to make contributions on behalf of a specified
beneficiary. However, this bill’s |anguage woul d all ow the deduction only
to taxpayers who can claima beneficiary as a dependent on their own
return. Thus, the deduction would provide unequal tax treatnment to
contributors who can cl ai mbeneficiaries as dependents and those

contri butors who cannot.

| npl enrent ati on Consi der ati ons

Departnent staff has identified the foll ow ng inplenentati on considerations.
These i npl enentation considerations would nmake it difficult to properly
inmplenment this bill. Additional concerns nmay be raised as the departnent
continues to analyze the bill. Departnment staff is working with the
author’s staff to assist with any necessary anendnents to resol ve these
concerns.

1. This bill states that the deduction would be allowed for contributions
made by a qualified taxpayer, but does not clearly specify that only the
qual i fied taxpayer who makes the contribution would be all owed the

deduction. As the bill is witten, some other taxpayer could claimthe
deduct i on.
2. This bill would require that a “qualified beneficiary” be an individua

who is eligible to be clainmed as a dependent on the “taxpayer’s” return.
This criterion | eaves uncl ear whether the qualified beneficiary nust be a
dependent of the qualified taxpayer who nmade the contribution or any

t axpayer claimng the deducti on.
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3. The B&CTL provisions in this bill appear to inproperly use | anguage

i ntended solely for the PITL. For instance, corporate taxpayers are not
“individual s;” nor do corporations have dependents or adjusted gross
i ncomne.

The provision that would deny the deduction when a credit is allowed for
t he sanme expenses coul d cause confusion. The deduction under this bil
woul d be for contributions made to the Schol arshare trust. These
contributions are not properly characterized as expenses. In addition
deductions authorized by this bill for contributions to a Schol arshare
trust account would occur several years before ampunts in an account are
used to pay educational expenses that mght qualify for a credit under
existing law A retroactively effective disqualificationis difficult to
i npl enment .

Departnent staff understands from di scussions with the author’s staff
that the intent is to prevent taxpayers fromgetting a deduction for

contributions that eventually will be used to pay educati on expenses and
getting any state tax credit (like the federal Hope credit, if one is
enacted) for those same education expenses. It might be better, and

woul d be easier for the departnent to inplement, if any credit that is
enacted in the future for the sane expenses includes a provision to
reduce that credit by the anpbunt of the deduction allowed for anounts
deducted under the bill.

The provision regarding the 10% penalty also could cause confusion. It
is unclear how a withdrawal would “constitute qualified higher education
expenses.” Departnent staff understands from di scussions with the

author’s staff that the intent is to provide a penalty, in addition to
that provided in the existing Education Code, for those cases in which

t he Schol arshare participation agreenent is canceled prior to paynment of
hi gher educati on expenses for the beneficiary and the taxpayer already
received a deduction under this bill. A penalty for withdrawals froma
Schol arshare trust account would be better placed with provisions rel ated
to the Schol arshare trust account rather than with provisions related to
deductions for contributions to a Schol arshare trust account.

The provisions that would require the departnent to make a report do not
specify to whomthe report would be made. Further, although the bil
states that the report is to be nade “to the extent data is available,”
currently the departnent does not capture individual deductions fromtax
returns. Therefore, the data would not be available to report.

Techni cal Consi der ati ons

Departnent staff has identified the follow ng technical considerations.
Addi ti onal concerns may be raised as the departnment continues to analyze the
bill. The departnment is working with the author’s staff to resolve these
concerns.

1. The reference to the definition of “Schol arshare trust” shoul d be

subdi vision (f) instead of subdivision (i) of Section 69980 of the
Educati on Code.
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2. The term “taxable year” in the B&CTL provision should be changed to
“income year” wherever it appears.

3. For consistency with the other Schol arshare provisions in the PITL and
B&CTL, the term “participant” should be used instead of “qualified
t axpayer” and “taxpayer.”

4. The word “federal” before adjusted gross incone is unnecessary and can be
renoved, since state law already applies limts based on “adjusted gross
i ncone” by reference to federal "adjusted gross incone."

LEG SLATI VELY MANDATED REPCRTS

This bill would require the departnment to report, to the extent data are
avai l able, on the utilization of the deduction all owed under the bill.

FI SCAL | MPACT

Depart nental Costs

If the inplenmentation considerations addressed in this analysis are
resolved, the departnent’s costs are expected to be m nor.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, this bill would result in the
foll owi ng revenue | osses under the PITL.

Esti mat ed Revenue | npact of AB 2095
As | ntroduced
Assuned enactnent after June 30
[$ In MIlions]
2000-01 2001-02 2002- 03
-$1 -$3 -$4

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis measure.

Revenue Di scussi on

The anount of deductible contributions and the average margi nal tax rate of
qualified taxpayers woul d determ ne the revenue inpact of this bill
Estimati ng the anmount of deductible contributions required projecting the
fol | owi ng:

1. The total nunber of qualified beneficiaries each year (20,000 in the
first year growing to 100, 000 by year-end 2004);

2. An average contribution for each qualified beneficiary ($2,400)
mul tiplied by the proposed deduction percentage of 50% (the maxi mum
deduction is limted at $1,200); and
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3. The nunber of qualified taxpayers each year who woul d have deducti bl e
contributions (1,700 in the first year growing to 8,400 by year-end
2004); and

The liability year revenue | oss was derived by applying an average margi na
tax rate of 6% to the anmount of deductible contributions. Liability year
estimates were converted to cash-flow esti mates above. Cash-flow estimates
reflect the ability of sone taxpayers to accelerate tax benefits by
adjusting their estimted tax paymnents.

Al t hough the deduction is proposed under the PIT and B&CT | aws, by
definition of a qualified taxpayer, it could be applicable only to

i ndi vidual s, as no corporation would have a qualified beneficiary that could
be cl aimed as a dependent.

Exi sting | anguage defines a qualified taxpayer as an individual whose
federal adjusted gross inconme is between $40, 000 and $50, 000 (single) and
$80, 000 and $100,000 (joint). Based on discussions with the author’s staff,
it is assuned that a qualified taxpayer was intended to be an individua
whose incone is | ess than $50, 000/ $100, 000 (single/joint and head of
househol d) and the proposed deducti on woul d be phased out for incones

bet ween $40, 000 and $50, 000 (single) and $80, 000 and $100, 000 (joint).
Therefore, if an individual’'s incone exceeds $50, 000/ $100, 000
(single/joint), a deduction would not be all owed.

The launch date for the Golden State Schol arshare program was COctober 4,
1999. As of February 9, 2000, contributions totaled $29.7 mllion for the
benefit of 5,858 beneficiaries. Dividing the $29.7 mllion by 5, 858
beneficiaries indicates a sinple average contribution of $5,070 per
beneficiary.

The nunber of qualified beneficiaries was estimated at 20,000 by year-end
2000 by annuali zing the nunber of current beneficiaries in the Schol arshare
programw th growth assuned. Since the cal cul ated sinple average
contribution exceeded the contribution necessary to get the maxi num
deducti on of $1,200 under the proposal, an average contribution of $2,400
was used.

To derive the nunber of qualified taxpayers each year, the follow ng

adj ustnments were nmade to the estimated nunmber of qualified beneficiaries.
First, the nunber of qualified beneficiaries was reduced to represent the
approxi mat e nunber of households (i.e., some taxpayers woul d establish an
account for nore than one beneficiary). Second, based on tax return data,

t he nunber of househol ds was reduced to reflect the nunber of taxpayers with
federal adjusted gross incone of $50,000/$100,000 or less. Third, the
remai ni ng nunber of taxpayers was further reduced to elimnate those

t axpayers who would not item ze their deductions or, if they item zed, would
not have sufficient mscellaneous item zed deductions (with the proposed
deduction in place) to exceed the 2% of AQ threshold. The nunber of
qualified taxpayers who woul d have deducti bl e Schol arshare contri butions
under this proposal is estimated at 1,700 in 2000 and woul d grow
increnentally each year to 8,400 by year-end 2004.

POSI T1 ON

Pendi ng.



